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TALK.COM INC. AND SUBSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTINUED) 

quarterly payments described above; elimination of AOL's rights to receive 
further warrants ta,purchase Comnon Stock based upon customers gained from the 
AoL subscriber base; AOL's contribution of up to $4.0 million per quarter for 
offline marketing; and establishment of the frame,work for the Cxnoanv to offer 
additional services and products to AOL subscribers. In 1998, as a result of the 
January 1999 amendment, the Cornpaw wrote off $37.6 million of prepaid AoL, 
CompuServe and other marketing-related expenses, included in significant other 
charges (Note 3). 

On ~anuarv s. 1939, pursuant to an Investment Agreement between AOL and the 
Company, AOL purchased a total of 4,121,372 shares of COlll~OIl Stock of the 
Company for $55.0 million in cash and the surrender of rights to purchase 
5,076,016 shares of Common stock of the Cofioanv pursuant to various warrants 
held by AoL. AoL 'agreed to end further vesting under the outstanding performance 
warrant and retained vested warrants exercisable for 2,721,984 shares of Common 
Stock. (Notes 9 and 10). 

NOTE 3 -- SIGNIFICANT OTHER CHARGES (INCOME) 

Significant other income in 1999 includes a gain of $2.7 million on the 
sale of certain business units of TSFL Xoldings, Inc. (formerly Symetrics 
Industries, Inc.). 

Significant other charges in 1998 includes $91.0 million of expenses 
incurred in the fourth quarter of 1998 related to changes in the Comuanv's basic 
b-siness operaticns. 

As discussed in Noze 2 above, the Com~an~ negotiated substantial amendments 
to its 'agreements with AOL which, among other things, reduced the amOunt Of 
online advertising to which the Conmany was entitled to over the remaining term 
of the agrqement and eliminated payments and issuance of warrants to AOL for 
cusc~mer gains and profit sharing payments tc~ AOL. The Comtmnv agreed to fixed 
quarterly payments ranging from $10 - $15 million per quarter during the 
exclusivity period of the agreement and AOL agreed to contribute up to $4.0 
million per quarter for offline marketing. As a result of the amendments, the 
Company wrote off prepaid AOL, CompuServe and other marketing-related expenses 
of $37.6 million. 

In connection with hiring a new Chairman and Chief Executive officer and 
several other key executive personnel and severance payments relating to this 
change in management, zhe ccm~any incurred $12.7 million of incentive and 
severance expense. 

Ttz ComDanv acquired ADS Holdings, Inc. (formerly Symetrics, Inc.), = 
manufacturer of digital telephone switching equipment, in January 1998 for $18.6 
million. ~.ie company planned to complete development of the digital switch to 
provide state of the art features for use in the Comwnv's operations as a 
competitive local exchange carrier. The Comoanv allocated $21 million of the 
acquisition cost to purchased research and development expense in the first 
quarter of 1998 and continued co invest in additional resear~ii and development 
throughout 1998. In November 1997, the Conmany acquired Compco, 1nc, a provider 
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of communications software ir the college and university marketplace for $13.7 
million, which exceeded the net assets acquired by $10.6 million. in the fwlrth 
quarter of ,998, the Comcany decided to sell ehe assets of ADS Holding*, Inc. 
and to delay enrry into the college and university marketplace. As s result, the 
asset.5 3: ADS Holdings, Inc. and Compco, 1ac. were written down to expected 
realizable value. The Com~anv recorded $15 million relating to the impairment of 
these assets and reclassified $22.2 million of research and development expense 
to significant ot+r charges. . 

III the fourth quarter of 1998, the ccmJanv reconfigured its 
telecommunication* network, OBN, to provide for fiber optic connection* among 
its switches and incurred $3.5 million of expense. 

The Comnanv determined in the second quarter of 1997 to de-emphasize the 
use of direct marketing to solicit clistoners for the Commnv and to focus the 
majority of its existing direct marketing resources on cuStomer service ar,d 
support for the marketing operations of its carrier partition*, 011 a fee basis. 
The Com~anv recognized fees of $8.1 million for the year ended December 31, 
1997, included in other income, from the services net,of related costs of $14.6 
million for the year ended Decetier 31. 1997. 
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The ComDm recorded a one-time charge of $11.5 million as cost of sales in 
the quarter ended June 30. 1997, primarily as a result of the Comuanv changing 
its accounting for c"Stomer acquisition costs to expense them in the period 
incurred versus the ComDanv' s prior treatment of capitalizing customer 
acquisition costs and amortizing them over a six month period. 

In October 1997, the Companv decided to discontinue its internal 
telemarketing operation* which were primarily conducted through American 
Business Alliance (which was acquired by the Comuany in December 1996), as part 
of its restr,ucturing of its sales and marketing efforts, and wrote-off, as cost 
of sales, approximately $23.0 million of intangible assets. 

NOTE 4 -- MAJOR PARTITIONS 

During 1997, one Partition accounted for approximately 13% of the Comuanv's 
total sales. There were no Partitions that accounted for more than 10% of the 
Company'* total sales in 1999 or 1998. 

NOTE 5 -- PROPER= AM3 EQUIPMENT 

,,ov,nload Table 

DECEMBER 31, 
--___-___________-__------------- 

1999 1998 
____________________------------- 

(IN THOUSAh'DS) 

Land s 80 s 60 
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Buildings and building improvements 2,801 _ 2,639 
Switching equipment 53,101 50,481 
Equipment aad other la; 791 11,067 

_ _ _ . - _ 

Less: Accumulated depreciation 
70,773 64,267 

(13,438) (7,564) 

$57,335 $56,703 
======= 

NOTE 6 -- CON"ERTIBLE DEBT 

In septetier 1997, :he Comoav~ sold $300 million of 4 l/2% Convertible 
Subordinated Notes that mature on Seotewber 13. 2002 (the "2002 Convertible 
Notes"). Inrerest on the 2002 Convertible No:es is due and payable semiannually 
on March 15 and September 15 of each year. The 2002 Convertible Notes are 
convertible, at the +tion of the holder thereof, at any time after December 9, 
1997 and prior to maturity, unless previously redeemed, into shares of the 
Company's Common Stock at a conversion price of $24.5409 per share, as adjusted 
for the dilutive effect of the exercise of rights pursuant:to the Company1 s 
rights offering (Note 9). The 2002 Convertible Notes are redeemable, in ilihole or 
in part, at the Comoany’s option, a; any time on or after Seutember 15. 2000 at 
101.80% of par prior to Seotember 14. 2001 and 100.90% of par thereafter. Durixg 
1999 and 1998, the Comoanv reacquired $80,650,000 and $152,458,000, 
respectively, prinCip1 amount of the 2002, Convertible Notes and $66,892,000 
prircipal amount remained outstanding at December 31, 1999. 

In December 1997, the Comoanv sold $200 million of 5% Convertible 
Subordinated Notes that mature on December 15. 2004 (the "2004 Convertible 
Notes"). Interest on the 2004 Convertible Notes is due and payable semiannually 
on June 15 and December 15 of each year. The 2004 Convertible Notes are 
convertible, at the option of the holder thereof, at any time after March 5. 
1998 and prior to maturity, unless previously redeemed, into shares of the 
Company's Common Stock at a conversion price of $25.3835 per share, as adjusted 
for the dilutive effect of the exercise of rights pursuant to the COmDanY ' s 
rights offering (Note 9). The 2004 Convertible Notes are redeemable, in whole or 
in part at the Comoanv's option, at any time on or after December 15, 2002 at 
101.43% of par prior to December 14, 2003 and 100.71% of per thereafter. During 
1999 and 1998, the COFllDXW 
respectively. 

reacquiired $76.752.000 and $105,155,000, 
face amount 0': the 2004 Convertible Notes and $la,O93,OOO 

principal amount remained outstanding at December 31, 1999. 

The 2002 Convertible Notes and 2004 Convertible Notes that were reacquired 
by the Comoany in 1998 were reacquired at an $87.1 million discount from face 
amount. This amount is reported as an extraordinary gain in the consolidated 
statement of operations. 

During 1999, the Comuanv (a) purchased from Mr. Daniel Borislow, a founder 
Of the Comoanv and its Chairman of the Board and Chief -Executive officer until 
he resigned on Januarv 5, 1999, and two trusts for the 
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~:z’i::p:~y”:~ :,o:::::;;;, =;::::=;& ;;;y 4”‘,1;?,,,- .1 ca*h; (b) ‘exchanTed the aggregate principal amount of 
L' I 

remaining $53.7 million, principal amount of subordinated notes Of Communication 
Telesystems International d/b/a WorldxChange Communication*, which were included 
ir, other assets at December 31. 1998, to a trust for the benefit of Mr. 
Borislow's children for $62,545,000 aggregate principal amount of the Com~anyl* 
Convertible Notes and (c) purchased $9,000,000 aggregate prinCipa1 amount of the 
Company's Convertible Note* for $6.9 million in Common Stock. 

The 2002 Convertible Note* and 2004 Convertible Uotes zhat were reacquired 
by the Com~aw during 1993 were reacquired at a $21.2 million discount from face 
amount. This amount is reported as an extraordinary gain ir. the consolidated 
Statement of operarions. 

NOTE 7 -- RELATED PARTY TRANSACTIONS 

On Januarv 5, 1993, Mr. Daniel Borislow, a founder of the Commny and its 
Chairman of the Board and Chief Executive Officer, resigned as a director,and 
officer of the Comuanv. The Company entered into various agreements and engaged 
in various transactions with Mr. Borislow and certain entities ii? which he or 
his family had an interest. 

* 

The Com~anv paid $1.0 million to Mr. Borislow, assigned certain automobile* 
to him, and continued certain of his health and medical benefits and director 
and officer insurance. The Comwnv also agreed that, SO lOXI a5 MT. Eorislow 
owns beneficially at least two percent (2%) of the Common Stock (on a fuliy 
diluted basis), Mr. Borislow and trust* for the benefit of his children would be 
entitled to: registration rights with respect to their shares of Common Stock, 
the right to require the Comxny to use a portion of proceeds from any public or 
private sale of debt securities, excluding borrowings from a commercial bank or 
other financial institution, by the Comoany: '10 repurchase debt securities of the 
Company owned by Mr. Borislow or the trust* for the benefit of his children and 
the right to require the Coma3r.y to use the proceeds from the exercise of stock 
options or rights to repurchase Common Stock owned by Mr. Borislow or the trusts 
for the benefit of his children. The Com~anv also agreed that, so long as Mr. 
Borislow had such beneficial ownership, the Comwnw would not, without the prior 
written consent of ?lr. Borislow and subject to certain exceptions: fai engage in 
certain significant corporate transactions, including the sale or encumbrance of 
substantAally all of its assets, mergers and consolidations and certain material 
acquisitions, or, (b) for a period of 18 months from the agreement date, offer 
or sell any of its Common Stock unless and until Mr. Borislow and the trusts 
have sold or' otherwise disposed of all of the shares of Common Stock held by him 
on the agreement date. In turn, Mr. Borislow terminated his employment with the 
Company and agreed not to compete with the COrnD?iriY for at least one year. Mr. 
Borislow alSO agreed to guarantee up to $20.0 million of the ComuanY's 
obligations in connection with the AOL investment noted above. 

Effective December 31. 1998, the Comoanv, in exchange for a total of 
783,706 shares of Common Stock, (i) sold to Jimlew Capital, L.L.C., a company 
owned by Mr. Borislow, (a) all of the capital stock of Emergency Transportation 
Corporation (a wholly owned subsidiary of the Comwanv, the primary asset of 
which was an interest in a jet airplane), valued at approximately $8.7 million, 
and (bi all of the real property constituting the Com?xl?v's facilities in New 
Hope > Pennsylvania, valued at approximately $2.0 million, and (ii) released MT. 
Borislow from an obligation for approximately $4.7 million borrowed from the 
company. Mr. Borislow agreed to lease to the Company a. portion of the 
headquarters property at a base monthly rent of $12,500. The ComDaw had 
previously determined that i i would be desirable to dispose of these assets and 
accordingly believed that the ownership of these asset* was not required for the 
continued operation of the Commnv’s business. The subsidiary stock and the real 
property were valued based on the book value of these assets, which the 
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management of the Com~anv believes approximated the.fair market value of these 
assets on the date of exchange. The Cotimon Stock exchanged for tile assets was 
vaiued at its market vaiue on the date of the &chanoes. On januarv, the 
Ccmpany repurchased the real property constituting the Comoanv’s facilities in 
New Hope, Pennsylvania for $2.5 million. 

Effective December 31, 1998, the ComDanv, in exchange for a tot.31 of 
498,435 shares of Common Stock and $lO,Og7,OOO aggregate princibal amount of the 
Company's Convertible Notes, released certain officers, directors and employees 
from obligations for approximately $9.8 million and $9.0 million, respectively, 
borrowed from the Companv. 

Also during 1939, in addition to the transactitins between the Comxnv and 
MT Borislow or the trusts for his children involving the 2002 and 2004 
Cocvertible Notes, which transactions are described in Note 6 and 
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included in this Note by this reference, the Cowwn~ purchased from Mr. Borislow 
approximately 639,000 shares of Common Stock for approximately $7.7~ million with 
proceeds from the exercise of stock options by other employees pursuant to the 
agreements with Mr. Borislow as described above. 

At Dece&er 31, 1998, execuzive officers of the Comwanv had outstanding 
lsans from the Company of $4,237,000 which were repaid during the first quarter 
of 1999. 

NOTE 8 -- LEGAL PROCEEDINGS 

on JunD 16, lPP@, a purported shareholder class action was filed in the 
United States District Court for the Eastern District of Pernsylvania against 
the Company and certain of its officers alleging violation of the securities 
laws in ccqection with certain disclosures made by the Cornwall in its public 
filings and seeking unspecified danages. Thereafter, additional lawsuits making 
substantially the same allegations were filed by other plaintiffs in the sane 
court. At this point, no classes have been certified. A motion to dismiss was 
recently granted as to certain officers of the Comoany and denied as to the 
Company. There are currently no officers of the Comwnv who are a party,to these 
actions. The believes the allegations in the complaints are withou: 
merit and intends to defend the litigations vigorously. The Company also is a 
party to certain legal actions arising in the ordinary course of business. 

The ComDanv believes that the ultimate outcome of the foregoing actions 
will,not result in liability that would have a material adverse effect on the 
Company's financial, condition or results of ouerations. 

@ ~~ NOTE 9 -- STOCKHOLDERS' EQUITY 

(a) Stock Splits 

On January 3. 1997, the Com~anv's Board of Directors approved a two-for-one 
split of the Common Stock in the form of a 100% stock dividend. The additional 
sharPIs resulting from the stock split were distributed on Januarv 31. 1937 to 
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l ~~~,kSt~~:r:l~~~sbeen reflected in the financial -i%aternents 
of record at the close of business on January 17. 1997. This 

f3r all periods 
presented. 

(bi Authorized Shares 

During 1997, the Board of Directors and stockholders approved the increase 
in the number of authorized shares of the Comnon Stock to 300,000,000 shares. 

(Cl Contingent Redemption Value of Common Stock 

On Januarv 5, 1999, purs"ant to an Investment Agreement between AOL and the 
Company, AOL acquired 4,121,372 shares of Common Stock for $55.0 million in cash 
and the srrrender of rights to acquire up to 5,076,016 shares of Common Stock 
pursuant x.0 various warrants held by AOL. Under rhe terms of the Investment 
Agreement with AOL, the Com~3anv has agreed to reimburse AOL for losses AOL may 
incur on the sale of any of t:he 4.X21.372 shares during the period from June 1, 
1999 through September 30. 2000. The Comuanv has the first right to purchase any 
of the 4,121,372 shares of Common Stock at the market value on the day that AOL 
notifies the Company of its intent to sell any of the shares plus an amount, if 
any, equal to the COmDanv ' s reimbursement obligation described below. The 
reimbursement amount would be determined by multiplying the number of shares, if 
any. that AOL sells during the applicable period by the difference between the 
purchase price per share paid by AOL, or $19 per share, and the price per share 
that AOL sells the shares for, if less :han $19 per share. The reimbursement 
a;nount may not exceed $14 per share for 2,894,737 shares or $11 per share for 
1,226,535 shares. Accordingly, the maximum amount payable to AOL as 
reimbursement on the sale of AOL's shares wculd be approximately $54.0 million 
plus AO;'s reasonable expenses incurred in connection with the sale. The Comaan~ 
has the option of issuing a six-month 10% note payable to AOL to satisfy the 
reinburiement amounr or other amounts payable on exercise of its first refusal 
rights. Assuming AOL were to sell all of its shares subject to the Comuany N s 
reimbursement obligation at the closing price of Common Stock as of December 31. 
1999 the reimbursement -c amount would be approximately $5.2 million. At December 
31. 1999, the ComDanv recorded $5.2 million for the contingent redemption value 
of this Common Stock with a corresponding reduction in additional paid-in 
capital. AOL also has the right on termination of long distance exclusivity 
under the AOL marketing 

. 
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agreements to require the Com~anv to repurchase the warrants to purchase 
2,721,984 shares of Common Stock of the Comuanv held by AOL for an aggregate 
price of $36.3 million,, which repurchase price can be paid in Common Stock, cash 
or a quarterly amortization, two-year promissory note of the Comuany. AOL can 
end the Comoanv's long distance exclusivity period on or after June 30, 2000 by 
foregoing certain fixed quarterly payments. The Comwnv has pledged the stock of 
its subsidiaries and has agreed to fund an escrow account of up to $35 million 
from 50% of the proceeds of any debt financing, other than a bank, receivable or 
other asset based financing of up to $50 million, to secure its obligations 
under the Investment Agreement with AOL. AOL has agreed that it will subordinate 
its security interests to permit the securitization of certain future financing5 
by the Zomuanq:. Mr. Borislow has agreed to guarantee up to $20,000,000 of the 
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l Company's reimbursement obligations cnder the Investment Agreement with AoL. 

(d) Restriction on Fixture Sales of Common Stock 

As previously reported, the Comuany was subject to certain restrictions 
under a registration rishts agreement between the CornDay and Mr. Borislow that 
could have affected the comoanv s ability to raise capital and engage in other 
types of financing transactions. As of December 31. 1939, Mr. Borislow and the 
two trusts for the benefit of Mr. Borisl&'s children, which have the ability to 
distribute Common Stock to Mr. Borislow, held less than an aggregate of 2% of 
the outstanding Common Stock. Accordingly, the Comoanv believes that the 
restrictions no longer apply to the Comuanv. 

(e) Stockholders Rights Plan 

On Aucust 13, 1999, the Camuanv adopted a Stockholders Rights Plan designed 
to deter coercive takeover tactics and prevent an ac&rer from gaining control 
of the Comuanv without offering a fair price to all of the Comuanv' s 
stockholders. 

Under the terms of the plan, preferred stock purchase rights were 
distributed as a dividend at the rate of one right for each share of Common 
Stock of the Company held as of the close of business on Aucwst 30. 1999. Until 
the rights become. exercisable, Common Stock issued by the Comuanv will also have 
one right attached. Each right will entitle holders to buy one three-hundredth 
of a share of Series A Junior Participating Preferred Stock of the Com~anv at an 
exercise price of $55. Each right iyill thereafter entitle the holder to receive 
up* exercise Common Stock (or, in certain circumstances, cash, property or 
other securities of the Com~anv) having a value equal to two times the exercise 
price of the right. 

The rights will be exercisable only if a person or group acquires 
beneficial ownership of 20% or more of comnon Stock or announces a tender or 
exchange offer which would result in such person or group owning 20% or more of 
common Stock, or if the Board of Directors declares that a 15% or more 
stockholder has become an "adverse person" as defined in the plan. 

The Cornviny, except as otherwise provided in the plan, will generally be 
able to redeem the rights at $0.001 per right at any time 
period fbllowing public announcement 

during a ten-day 
l that a 20% position in the Comuanv has been 

acquired or after the Com~any's Board of Directors declares that a 15% or more 
stockholder,has become an "adverse person." The rights are not exercisable until 
the expiration of the redemption period. The rights will expire on Auaust 19. 
2009 -< subject to extension by the Board of Directors. 
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NOTE 10 -- STOCK OPTIONS, WARRANTS AND RIGHTS 

(a) Stock Options 

The Comoanv has non-qualified stock option agreements with most of its key 
employees. 
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In 1997, 1998 and 1999, the Cormany granted certain employees and 
non-employee directors of the COinDS.IlV 2,801;000, 5,535,ooo and 3,549,500, 
respectively, non-qualified options to purchase~shares of Common. Stock. 
optiocs g&rally -become ex&i*able 

These 
f&n one to rhree years from the date of 

the grant. In 1997, the Cammw recognized $13,371,785 of compensation expense* 
related to the grant of options and the purchase by an executive officer of 
shares of Common Stock of the Comuanv's *stock at prices below the quoted market 
price at date of grant and purchase date, respectively. In 1996, the Comuanv 
recognized $3.3 million of compensation expenses relaxing to the grant of 
650,000 options to purchase shares of the Com~anv's Common Stcck at prices below 
the quoted market price at the dates of grant or issuance and the issuance of 
135,000 shares of the ComDanv's stock. 

SFAS NO. 123, "Accounting for Stock-Based Compensadon, " reqllix!* the 
Company to provide pro forma information regarding net income and earnings per 
share as if compensation cost for the Comoanv’s stock option* had been 
determined in accordance with the fair value-based method prescribed in SFAS NO. 
123. The Comoanv estimates the fair value of each stock option. at the grant date 
by using the Black-Scholes option-pricing model with the following 
weighted-average assumptions used for grants in 1997, 1996 and 1999, 
respectively: no dividends paid for all years; expected volatility of 55.8% in 
1997, 65% in 1998 and 108% in 1999; weighted average risk-free interest rates of 
5.49% for 1997, 4.59% for 1998, 5.38% for the first six months of 1999, and 
5.85% for the latter six months of 1999; and expected lives of 1 to 10 years. 

Under ths 

a 

accounting provisions of SFAS NO. 123, the Comwanv's net income 
(loss) and earnings (loss) per share would have been reduced (increased) to the 

pro forma amounts indicated below. 

YEAR ENDED 
DEChmBER 31, 1999 

(IN THOUSANDS, EXCEPT FOR PER SXARE DATA) 
1999 1998 1997 

NET INCOME (LOSS): 
As reported $76,929, $(221,326) $(20,945) 
Pro forma $68,851 $(244,487) $(30,942) 

BASIC EMNINGS (LOSS) PER SHARE: 
As reported $ 1.29 $ (3.73) $ (0.33) 
Pro forma $ 1.13 s (4.12) $ (0.48) 

DILUTED EARNINGS (LOSS) PER SHARE: 
As reported $ 1.23 (3.73) $ (0.33) 
Pro forma $ 1.07 ,(4.12) $ (0.48) 
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The following tables contain information on stock options for the 
three-year period ended December 31, 1999: 
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En?arse/Domload Tab:e 

56.99 
$4.83 
59.x 

The, following tablo summarizes infoqnation about stock options oxtstandinp 
at December 31. 1999: 
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(b) AOL Warrants 

on 2aruarv 5. 1939, after tbe repurchase from AOL of warrants to wrchase 
5,076,016 shares of Common stoc:k, warrants to purchase 2,721,984 &ares of 
Common Stock were ixld by AOL and were outssanding and currently exercisable, 
with exercise prices from $14.00 to $22.25 ard, a weighted average exercise price 
of $17.03. AOL has the right, commencing on terminatibn of the long distance 
exclusivity under the AOL marketing agreement up until January 5, 2003, to 
require the Com~anv to repurchase all or~any portion of these warrants at prices 
(the "PU t Prices") ranging from $10.45 to $16.82 per warrant ($36,324,002 
aggregate amount) In the event AOL requires repl;rchase of the warrants, the 
Company at its election nay pay AOL in cash or in shares of Common Stock based 
on the then current market price for such stock. The Com-crany may also elect to 
issue a 10% two-year note for a defined portion of the repurchase price. The 
Company can require AOL to exercise its warrants at any time the market price of 
Cmnm~n Stock equls or exceeds two times the then call amount for such warrants. 
The call amount of a warrant is the Put Price for the warrant increased at a 
semi-annually compounded rate of 5% on Januarv 5, 1999 and on each six month 
anniversary thereafter. The Com~anv has certain reimbursement obligations in the 
event that it requires AOL to exercise its warrants. 

(cl Other Warrants 

At December 31, 1956, the Com~anv had warrant agreements with certain 
partitiox and the underwriter for its IPO. All warrants were issued with 
exercise prices equal co or above the market pricn of the underlying stock at 
the date of the grant. These warrants are accoucted for based on their fair 
value. At Decemjer 31, 1956, 3,7i2,000 warrants were outstanding with exercise 
prices ranging from $4.67 to $5.73 and an average weighted exercise price of 
$5.03 and 600,000 which were currently exercisable at a weighted exercise price 
of $5.73. The remaining warrants were exercisable over a one to two year period 
beginning in January 1997. In January 1997, 800,000 of these warrants were 
purchased by the Com~anv and recorded as a reduction in additional paid-in 
capital and 2,662,OOO warrants were exercised. The 250,000 warrants issued to 
the underwriter for the Comuanvvs IPO that were outstanding at December 31. 1957 
were exercised in 1998. 

c 
(d) Rights 

The Boerd of Directors had approved an offering of up to 3,523,285 shares 
of its Common Stock, $.Ol par value, to holders of record of Common stock and 
holders of record of options or warrants to purchase Common Stock at the close 
of business on December 31. 1998. The shares wers offered pursuant to 
nontransferable rights to subscribe for and purchase shares of Common Stock at a 
price of $17.00 per share. Holders of record on the record date, were eligibIe 
to receive one such nontransferable right for every 20 -shares of Common Stock Or 
underlying options or warrants held on the record date, as applicable. As of 
December 31, 1999, 38,325 rights totaling $651,525 were exercised, and 652,547 
rights totaling $11,093,299 were exercised in 2000. These rights expired On 
February 12, 2000. 

l 
NOTE 11 -- INCOME TAXES 

The com?Janv reports the effects of income taxes under SFAS NO. 109, 
"Accounting for Income Taxes " The objective of income tax reporting is to 
recognize (a) the amount of taxes payable or refundable for the current Year and 
ib) deferred tax liabilities and assets for zhe future tax consequences of 
events that have been recognized in the financial statements or tax returns. 
Under SFAS No. 109, the measuremen- of deferred tax assets is reduced, if 
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necessary, l are not expected to be 
by the amount of any tax benefiEs that, based on available evidence, 

realized. Realization of 
~ 

deferred tax assets is 
determined on a more-likely-than-not basis. 

The Cmmany considers all available evidence, both positive and negative, 
to determine whether, based on the weight of that evidence, a valuation 
allowance is needed for some portion or all of a nez deferred tax asset, 
Judgment is used in considering the relative impact of negative and positive 
evidence. In arriving at these judgments, The weight giveri to the potential 
effect of negative ar.d positive evidence is commensurate with tie extent to 
which it can be objectively verified. 
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TALK.COM INC. AND SusSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEXENTS - (CONTINUED) 

The Cornnan" had net deferred tax assets of approximately $43.4 million at 
December 31, 1997. The Comoanv determined that no valuation allowance was 
necessary at December 31, 1997 because, among other factors, income, which it 
believed would be indicative of future operations, had been generated in recent l ye;rs: with the exceptifin of 1937. The loss incurred in 1997 was primarily 
at nsutable to amortization of the AOL marketlng agreement. 

3uring 1998, the CmlDaIlv continued to incur significant promotional, 
marketing and advertising CCPUlSE?S attributable to its efforts to increase the 
customer base. MOiZSYJeK, competitive factors intensified during the period 
making gains in subscriber base more costly and more time consuming. 
Accordingly, the Com~anv provided a valuation allowance against its deferred tax 
assets at December 31, 199e. The valuation allowance also eliminated the xet 
deferred tax asset that had been recognized in previous periods. The valuation 
allowance increased the net loss for the period by approximately $40.4 million. 
The Comxinv has continued to provide a valuation allowance against its deferred 
tax assets at December. 

The provision (benefit) for income taxes for the years ended December 
m, 1998 and 1997 consisted of the following: 

Download Table 

YEPR ENDED DBCEh'BER 31, 
____________________----------------------------------- 

1999 1998 1997 
--_- ---- ---- 

(IN T.4OUSAh’DS) 

current: 
Federal s 5 _- $ _- 

l State and local __ _- 
____---_ ___- _-_- 

Total current: __ _- 

Deferred: 
Federal 
State and local 

__ 34,140 (11,111) 
__ 6,248 (2,290) 
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Total deferred 40,388 (13,39i) 
_ _ _ _ _ _ _ . _ _ _ _ _ . . _ 

s __ $ 40,388 $(13,391) 
_------- -------- -------- 

A reconciliation of the Federal statatory rat= t3 the pro-vision (benefit) 
for income taxes is a5 follows: 

Enlarqe/Download Table 

TALK.COM INC. AND SUBSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTINUED) 

Deferred tax (assets) liabiiities at December 31. 1999, w and 1997 are 
comprised of the following elements: 



l subordinated notes of Communications TeleSystems International d/b/a 
Worldxchange Communications, in exchange for $62,545,000 aggregate principal 
amount of the Con~anv's Convertibls Notes (Note 6). 

In addition, the companv recorded $5.2 million for the contingent 
redemntion value of the AOL warran: with a corresponding reducEion in additional 
paid ;I; capital. 

During 1938, the Comxnv, in exc+.nge for a rota: of 783,706 shares of 
Common Stock, sold certain assets to Mr. Borislow and released Mr. Borislow from 
an obligation borrowed from the (Note 7). The Com~anv also, in exchange 
for a total of 498,435 shares of COTlXllOll Stock and $10,007,030 aggregate 
principal amount of the Comuanv's Convertible Notes, released certain officers, 
directors and employees from obligations borrowed from the ComDany (Note 7). In 
conr.ection with the repurchase of the Comuan~'s convertible Notes I the Com~anv 
issued 5,084,483 shares of Common Stock with a value of approximately $69.5 
miilior.. 

During 1997 I the com~anv recorded an asset of $20,000,000 in connection 
with the issuance of warrants to AOL [Note 2). In connection with the 
acquisition of Compco in 1,097, the Comwnv issued 339,982 shares of Common Stock 
with a value of $5,625,000. 

NOTE 13 -- QUARTERLY FINANCIAL DATA (UNAUDITED) 

10-K 39th Page of Q m . u previous : && Bottom . gust 39th 

:.hn 

0 
TALK.COM INC. ANE SUBSIDIARIES 

NOTES TO CONSOLIDATED FINANCIAL STATEHENTS - (COXTIPmED) 

NOTE 14 - EMPLOYEE BENEFIT PLANS 

During 1999, the Comoanv established an Emplqee Savings Plan that permits 
eligible employees to contribute funds on a pre-tax basis. The Plan qualifies as 
a deferred salary arrangement under Section 401(k) of the Internal Revenue Cod=. 
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l Eligible employees may contribute up to 6% of their. carpensation (subject to 
Internal Revenue Code limitatiors!. The Plan allows errployees to choose among a 
variety of investment alternatives. The Companv~does not axtribute to the Plan. 
No administration costs were incurred during 1999. 
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTA??TS AND FINANCIAL DISCLOSURE 

Not applicable. 

PART III 

ITEM 10 THROUGH 13 : 

Information required by Part III (Items 10 through 13) of this Form 10-K is 
incornxated bv reference to the Comoanv’s definitive proxy statement for the 
IL?nual Meetin? of Stockholders to be held on Mav 18, 2000 which will be filed 
with the Securities and Exchange Commission not later Can 120 days after the 
end of the fiscal year to which this Form 10-K relates. 

l 
PART IV 

ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K 

(a) The following documents are filed as part of this &xnual Report on 
Form 10-K. 

1. Consolidated Financial Statements: 

The Consolidated Financial Statements filed as part of this Form 10-K are 
listed in the "Index to Consollda:ed Financial Statements" in Item 8. 

. 2. Consolidated Financial Statement Sched;lle: 

The Consolidated Financial Statement Schedule filed as part of this report 
is listed i; the "Index to S-X Schedule." 

Schedules other than those listed in the accompanying Index to S-X Schedule 
are omitted for the rea.?.on that they are either not required, not applicable or 
the required information is included in the Consolidated Financial Statements or 
notes thereto. 
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a 
TALK.COM INC. AND SUBSIDIARIES 

INDEX TO S-X SCHEDULE 

PAGE 
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Retort of IndeDendent Certified ?rblic Accoun:zar~ . . . . . . . 
Schedule II -- Valuation & Qualifying Accounts :............. 

39 

40 
41 

XEPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOuNTAxTS 

TD the aoard of Directors 
and Stockholders of Talk.com Inc. 

The audits referred to in our report dated Februarv 7. 2000, relating to 
the consolidated financial statements of Talk.com Inc. and subsidiaries, which 
is contained in Item 8 of this'Form 10-K, included the audits of the financial 
statement schedule listed in the accompanying index for each of the three years 
in the period ended December 31. 1399. This financial statement schedule is the 
responsibility of management. Our responsibility is to express an opinioc on 
this schedule based on ow audits. 

In our opinioc, the financial statement Schedule II -- Valuation and 
Qualifying Accounts, presents fairly, in all material respects, the information 
set forth therein 

ED0 Seidman, LLP 

New York, New York 
Februarv 7. 2000 
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TALK.COi-3 INC. AND SUBSIDIARIES 

SCBEDULE II -- VALUATION AND QUALIFYING ACCOUNTS 
(IN THOUSANDS) 

Enlarse/Download Table 
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(3) EXHIBITS: 

EXHIBIT 
NUMBER DESCRIPTION 

3.1 

3.2 

3.3 

() 10.1 

10.2 

10.3 

10.4 

10.5 

10.6 

* i".7 

10.8 

Composite form of Amended and Restated Certificate of IncorDoration of 
the Comrmnv, as amended through April 26. 1999 (incorporated by 
reference to Exhibit 3.1 to the CO”,DZV S XPOI-t oc Form 10-Q for the 
quarter ended March 31, 19991.. 

3vlaws of the Company (incoroorated bv refe rence to Exhibit 3.2 to the 
Ccmpany's registration statement on Form S-1 (File No. 33-94940)). 

Certificate of Designation of Series A Junior Participating Preferred 
Stock of Company dated AEoust 27, 1999 (incorporated bv reference to 
Sxhibit A to Exhibit 1 co the Comuanps registration statement on Form 
B-A (File No. 000-26729;). 

Employment Agreement between the Comuanv and Aloysius T. Lawn, IV dated 
October 13. 1996 (incoruorated by reference to Exhibit 10.3 to the 
Company's Annual Report on Form 10-K for the year ended December 31, 
-1 .* 

3mployment Agreement between the Comoanv and Edward 3. Mevercord. 111 
(incorporated bv reference to Exhibit 10.6 to the Co!noany~ s Annual * 

Report on Form 10-K for the year ended December 31, 1996).* 

Indemnification Agreement between the Com~anv and Aloysius T. Lawn, IV 
(incorwrated bv reference to Exhibit 10.12 to the ComDany' s Annual 

'Report on Form 10-K for the fiscdl year ended December 31, 1995). 

Indemnification Agreement between the Comuanv and Edward B. Meyercord, 
III (inconnrated bv reference to Exhibit 10.14 to rhe Com~any's Annual 
Report on Form 10-K for the fiscal year ended December 31, 1996). 

Tel-Save iioldings, Inc. 1995 Employee Stock Option Plan (incorporated 
by reference to Exhibit 10.15 to the Comvanv's registration statement 
on Form S-l (File No. 33-94940)).* 

Telecommunications Marketing Agreement by and among the CornDay, 
Tel-Save, Inc. and America Online, 1Il.C.. dated Februan' 22. 1997 
(incoroorated bv reference to Exhibit 10.32 to ths Comoany's Form 10-K 
for the year ended December 31. 1996).+ 

Amendment No. 1; dated as of January 25, 1998, to the 
Telecommunications Marketing Agreement dated as of Februari 22. 1997 by 
and among the COTllPWW, Tel-Save, Inc. and America Online, Inc. 
(incoroorated bv reference to Etiibit 10.31 to the Cornpaw’s Form 10.K~ 
for the year ended December 31. 1997).+ 

Amendment NO. 2, dated Ma., 14, 1998, among the Com~aw, Tel-Save, Inc. 
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and Anerica Online, Inc., which amends that Fertain Telecommunications 
Marketing Agreement, dated as of 'ebruarv 22, 1997, as corrected and 
amended by letter, dated April 23, 1557, and amended by an Amendment 
No. 1, dated Januarv 25, 1558 (incoruorated b Y rEferSICe to Exhibit 
10.1 to the Comwny's quarterly report on Form 10-Q, dated AUWS~ 14. 
U) .+ 
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10.9 

10.10 

10.12 

10.13 

10.14 

10.15 

10.16 

10.17 

10.18 

Amendment NO. 3, effective as of October 1. 1998, among the Companv, 
Tel-Save, Inc. and A;nerica Online, Inc., which amends that certain 
Telecommunications Marketing Agreement, dated as of February 22, 1997, 
as corrected and amended by letter, dated Auril 23, 1997, and amended 
by an Amendment No. 1, dated Januarv 25’. 1996, and an Amendment No. 2, 
dated Mav 14, 1998 (incorporated bv reference to Exhibit 10.22 to the 
Company's Annual Report on Fern 10-K for the year ended December 33, 
1098) .+ 

Letter dated Auaust 25, 1999 from America Online, inc. to the Company 
(incoroorated by reference to Exhibit 99.2 to the Comc3anv' s OJrreIlt 

Report on Form 8-K dated Auqcst 27, 1999). 

Irdenture dated as of Seute~?'ber 9. 1997 between the Comaany and First 
Trust of New York, N.A. (incoroorated bv reference to Exhibit 4.3 to 
the Com~anv's registration statement on Form S-3 (File No. 333-39787)). 

Indentllre dated as of December 10, 1997 between the Company and First 
Trust of New York, N.A. lincoruorated bv reference to Exhibit 10.34 to 
the Corm~anv's Pnnual Report on Form 10-K for the year ended December 
31, 1997). 

Employment Agreement, dated as of November 13, 1998, between the 
Company and Gabriel Battista (incoruorat6d bv reference to Exhibit 10.1 

-to the Commnv’s Current Report on Form 8-K dated January 20. 1999).* 

Indemnification Agreement, dated as of December 28. 1998, between the 
Codpany and Gabriel Battista (incorvzrated bv reference to Exhibit 10.2 
to the Comuany's Current Report on Form S-K dated Januarv 20, 1999). 

Stock Option Agreement, dated as of November 13, 1998, between the 
Company and Gabriel Battista (into orated bv reference to Exhibit 10.3 
to the Comuaw's Current Report on Form S-K dated January 20. 1999).* 

Stock Option Agreement, dated as of November 13. 1995, between the 
Company and Gabriel Battista (incoroorated bv refereace to Exhibit 10.4 
t0 the COmDanv's Current Report on Form 8-K dated January 20, 1999).* 

Severance Agreement, dated as of December 31, 1998, between the Comuanv 
and Daniel Borislow (inccxxorated bv reference to Exhibit 10.5 to the 
Company's Current Report on Form 8-K dated Januarv 20, 1999).* 

Exchange Agreement, dated as of December 31. 1998, among the Comoaw, 
Tel-Save, Inc. and Mark Pavol, as Trustee of that certain D&K Grantor 
Retained Annuity Trust dated June 15. 1998 (incorporated bv reference 
to Exhibit 10.7 to the Comuany’ s current Report on For", S-K dated 
January 20, 1999). 



13.20 

10.21 Amendment of Registration Richts Aoreement dated as of March 18, 1999, 
by and among the Comwnv , Daniel M. Borislow, and Seth Tobias 
(inconorated bv reference to Exhibit 10.36 to the Comuany's AIlI-lue1 

Report on Form 10-K for the year ended December 31. 1998). 

10.22 Amendment of Registration Riahts Agreement dated as of March 18. 1999, 
by and among the Cornviny and Mark Pavol (incoroorated by reference to 
Exhibit 10.37 to the Comuany's Annual Report on Form 10-K for the year 
ended December 31. 1998). 

SEC Info -Talk&m- IO-K-For 12/31199 

Modification of the Exchange Agreement, da-,ed I 1999, by and 
among the Comzanv , Tel-Save, Inc. end Mark Favol (incorporated by 
reference to Zxhibit 10.34 to the Conoanv's Annual Report on For,,, 10-K 
for the year ended Dece;rber 31, 1998). 

Registration Rishts Aqreement, dated as of December 31, 1958, among the 
Company, Daniel Borislow, Mark Pavcl, es Trustee Of that certain D&K 
Grantor Retained Annuity Trust,* dated~ June 15. 1998 and the Trustee of 
that certain D&K Grantor Retained Annuity Trust Ii (incorporated by 
reference to Exhibit 10.8 to the Comuanv's current Report on Form B-K 
dated January 20. 19993. 
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10.23 

10.24 

10.25 

10.26 

10.27 

10.28 

1998 Long-Term Incentive Plan of the Comoanv !incorDorazed bv reference 
to Exhibit 10.14 to the CamDam s Current Report on Form 8-K dated 
Januarv) .* 

Investment Agreement, dated as of December 31. 1998, as amended on 
Februarv 22, 1999, among the Comoanv, America Online, Inc., and, solely 
for purposes of Sections 4.5, 4.6 and 7.3(g) thereof, Daniel Borislow, 
and solely for purposes of Section, 4.12 thereof, Tel-Save, Inc. and the 

, D&K Retained Annuity Trust date@ June IS, 1998 by Mark Pavol, Trustee 
(incorwrated by reference to Exhibit 10.41 to the * ComDanv’ Annual 

Report on Form 10-K for the year ended December 31, 1998.). 

Registration Rishts Asreement, dated as of Januarv 5, 1999, between the 
Company and America Online, Inc. (incorporated bv reference to Exhibit 
10.42 to the Comoanv' s Annual Report on Form 10-K for the year ended 
December 31, 19981. 

Sublease Agreement, dated January _, 1997, by and between Gemini Air 
cargo, LLC and RMS International, Inc. (incoruorated bv reference to 
Exhibit 10.43 to the Comuanv~s Annual Report on Form 10-K for the year 
ended December 31. 1998). 

Sublease Agreement, dated as of Januarv 20, 1999, by and between RMS 
International and Tel-Save,~ Inc. (incoroorated bv reference to Exhibit 
10.44 to the comaanv s Annual Report on Form 10-K for the year ended 
December 31. 1998). 

Lease by and between Aetna Life Insurance Company and Potomac Financial 
Group, L.L.C. 
Company's 

Annuajincoroorated bv reference to Exhibit 10.45 to the 
Report on Form 10-K for the year ended December 31, 

1998) 
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LO.30 

10.31 

10.32 

10.23 

10.35 

10.36 

Agreement, effective as of Februarv 28. 1999; by and among the Company, 
Communixtion Telesystems International, d.b.a. WorldxChange 
Comnunicatioas, Tel-Save, Inc., Mark Pavol, ROgnr B. Abbott and 
Rosalind Abbott, and Edward Soren (incor&ated bv reference to Exhibit 
10.46 to t;le CornDan-f ' 9 xmual Report on Form 10-K for the year ended 
December 31. 1998). 

Form of Indennificasion Agree'nent, dated as of January 5, 1939, for 
each of George Vinall, Michael FerZa=ca and Norris M. X&l, III 
(inconorated bv reference to Exhibit 10.50 to the Comoanv’ s .4mlual 

Report on For", 10-K for the year ended December 31. 1998). 

Form of Non-Qualified Stock Option Agreement, dated as of December 16. 
1798, for each of George Vinall, Michael Ferzacca and Norris M. Hall, 
III (incorporated bv reference to Exhibit 10.51 to the Comuanv's Annual 
Report on Form 10-K for the year ended Decevher 31, 1998).* 

Employment Agreemen:, dated as of December 16, 1998, between the 
Company and Michael Ferzacca (incorwrated bY reference to Exhijit 
10.60 to the ComDanv 1 s Annual Report ori Form 10-K for the year ended 
December 31, 1998).* 

Employme,nt Agreement, dated as of December 16. 199e, between the 
Company and Norris M. Ball, III (incoroorated bv reference to Exhibit 
10.61 to the Comoanv ' s PJ-Lriual Report on Form 10-K for the year ended 
3ecember 31. 1598) .* 

Employment Agreement, dated as of December 16. 1998, between the 
Company and George Vinall (incoroorated bv reference to Exhibit 10.62 
to the Cowany's Annual Report on Form 10-K for the year ended December 
31, 1998).* 

Rishts Aoreement dated as of Awust 19, 1909 by and between the Commny 
and First City Transfer COltlplly, as Rights Agent (incorporated by 
reference to Exhibit 1 to the Commnv’s registration statement on Form 
B-A (Fiie No. OOO-2672s)). 

anploymeni, Agreement by and among Vincent W. Talbert, the Comwny and 
x Talk.com Holding carp. dated 'as of June 8. 1999 (incorporated by 

reference to Exhibit 10.1 to the Com~anv's report on Form 10-Q for the 
quarter ended June 30. 1999).* 
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10.37 Indemnification Agreement by and between Vincent W. Talbert and the 
company dated as of June 8. 1993 (inco?norated bv reference to Exhibit 
10.2 to the conmanv 5 report on Form 10-Q for the quarter ended June 

* t~n-~~~~~,ied 10.38 Stock Option Agreement by and between Vincent W. Talbert 
and the Com~anv dated as of June E, 1939 (incorporated bv reference to 
Exhibit 10.3 to the Comr;anv's report on form 10-Q for the quarter ended 
June 30, 1999) .* 

10.39 Employment Agreement by and between Janet c. Kirschner and the Com?Xn" 
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e dated as of Octcker 14. 199P.* 

10.40 Indemnification agreement by and between Janet c. Kirschner and the 
Company dated as of October 14. 1999. 

1C.rl Non-Qualified Sack Option Agreement by and between Janet C. Xirschner 
and the Comoanv dated as of Clctober 14. 1999.* 

11.1 Net Income Per Share Calculation 

21.1 Subsidiaries of the Comuaw 

u Consent of BDO Seidman, LLP. 

27 Financial Data Schedule. 
_ . - _ _ _ _ _ _ 
* Management contract or compensatory plan or arrangement. 
+ Confidential treatment previously has been granted for a portion of this 

exhibit. 

lb) Reports on Form S-K 

NO current Reports on Form S-K were filed by the Comxaw during the three months 
ended December 31, 1999. 
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SIGNATURES 

Pursuant to the requirements of Section 13 or 15(d) of the Securities 
Exchange Act of 1934, the resistran: has duly caused this report to be signed on 
its behalf by the undersigned thereunto duly authorized. 

Date: March 22, 2000 . 

TALK.COM INC. 

By: /s/ Gabriel Battista 
____ - _______ 

Gabriel Battista 
Chairman of the Board of Directors, 
Chief Executive Officer, president 
and Director 

Pursuant to the requirements of the Securities Exchange Act of 1934, this 
report has been signed by the following persons on behalf of the reqi strant in 
the capacities and on the dates indicated. 
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